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PREFACE 


The  material  contained  in  this  publi¬ 
cation  is  for  instructional  purposes  only. 

In  no  way  should  it  be  construed  as  represent¬ 
ing  the  official  position  of  either  the 
Assessment  Division  of  the  Ministry  of  Revenue, 
on  any  of  the  topics  covered  herein. 
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THE  INCOME  CAPITALIZATION  METHOD 


Introduction 

In  the  strict  sense  of  the  word,  all  real  property  can 
be  classified  as  income  properties,  since  all  properties  produce 
a  flow  of  services,  satisfactions  or  dollar  income  to  the  benefit 
of  the  owner.  However,  the  deciding  feature  that  draws  the  dist¬ 
inction  between  income  and  non-income  properties  is  whether  the  pro¬ 
perty  can  produce  a  periodic  and  continuing  dollar  return.  If  the 
answer  is  in  the  affirmative,  the  property  may  be  considered  an 
income  producing  property.  Thus  within  this  class  of  real  estate, 
we  have  what  is  generally  called  'rental'  or  'investment'  properties. 
Apartment  buildings,  office  structures,  shopping  plazas,  retail 
stores,  are  some  of  the  many  examples  of  rental  or  investment 
properties. 

To  the  extent  that  a  single  dwelling  may  be  rented  out  in 
full  or  part,  could  bring  it  within  the  definition  of  an  income- 
producing  property;  but  for  the  fact  that  the  great  majority  of 
family  homes  are  owner-occupied,  we  can  safely  assume  that  the 
single  family  home  is  a  non-income  property.  The  benefits  accruing 
from  such  ownership  are  mostly  direct  services,  amenities  and  per¬ 
sonal  satisfaction. 

Income  properties  are  primarily  purchased  for  some  form  of 
monetary  return,  rather  than  for  the  direct  occupation  or  use  by 
the  owner,  though  the  two  objectives  could  well  be  combined. 
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Theory  of  Income  Method  of  Valuation 

In  general  the  income  method  is  a  mode  of  valuing  invest¬ 
ment  properties,  or  properties  that  are  leased  or  rented,  based  on 
the  relation  between  the  worth  of  an  investment  and  a  return  in  the 
form  of  net  income.  This  method  assumes  that  market  value  tends 
towards  the  'present  worth'  of  the  total  income  procduced  by  a 
property  over  its  remaining  economic  life.  Hence  for  such  types  of 
income-producing  properties,  the  income  process  yields  reliable 
estimates  of  market  value,  provided  its  theoretical  assumptions 
closely  approximate  actual  market  behaviour.  Treated  as  a  location 
or  parcel  of  bare  land,  any  given  property  will  produce  different 
money  returns  for  different  uses.  Since  market  value  tends  towards 
highest  use  value,  the  income  method  is  based  on  that  return  asso¬ 
ciated  with  the  present  use  at  the  time  of  valuation.  For  obvious 
reasons  it  is  unsuited  to  properties  that  seldom  produce  an  easily 
discovered  income  or  money  return. 

As  in  the  case  of  the  other  two  methods  to  value,  the 
principle  of  substitution  is  also  applicable  to  the  income  method 
in  that  an  investor  will  not  invest  more  funds  into  one  property  for 
a  lesser  return,  when  he  can  invest  the  same  money  into  a  similar 
property  for  a  better  rate  of  return.  However,  to  the  extent  that 
real  estate  investors  may  be  poorly  informed  of  the  relative  worth 
of  different  investments,  or  irrational  in  the  calculations  asso¬ 
ciated  with  the  income  process,  or  primarily  motivated  by  a  desirj 
for  something  other  than  future  income,  the  income  method  will  tend 
to  estimate  what  investors  should  pay  for  real  property  (called 
'justified  investment  price') ,  rather  than  market  value  or  most  likely 
sale  price. 

Types  of  Real  Property  Investors 

Many  kinds  of  people  invest  in  real  property,  and  the  major 
motivation  for  investing  money  is  to  make  more  money  or  'earn  income'. 
The  ultimate  goals  of  a  real  property  investor  therefore,  are  twofold-- 
firstly,  he  expects  a  return  on  his  investment  and  secondly,  a  return 
of  his  investment.  For  example,  suppose  a  person  invested  $10,000  on 
Canada  Savings  Bonds,  at  a  yearly  interest  rate  of  9%  (simple  interest). 
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At  the  end  of  ten  years,  the  investor  anticipates  receiving  $9,000  in 
interest  together  with  the  return  of  his  original  investment  of 
$10,000.  The  same  principle  is  applicable  to  real  estate  'investments . 

It  is  convenient  to  think  of  real  estate  investors  in  terms 
of  three  separate  classes : 

a)  Long-term  investors. 

b)  Middle  market  investors,  and 

c)  Investors  whose  prime  concern  is  speculation. 

a)  Long-term  investors  are  chiefly  interested  in  'long-range, 
durable  net  income  from  good  quality  property  backed  by  financially 
capable  tenants'.  For  the  most  part  they  include  large  private  or 
public  organizations,  with  substantial  amounts  of  money  to  invest  and 
large  credit  resources.  The  types  of  property  that  appeal  to  this 
class  of  investor  are  large,  centrally  located  office  buildings,  reg¬ 
ional  shopping  centres,  industrial  and  commercial  properties  with 
fairly  long-term  leases,  and  large  apartment  buildings. 

b)  Middle  market  investors  are  the  most  common  type  of  real 
estate  investor.  Current  estimates  indicate  that  on  the  average  they 
hold  a  given  property  for  between  eight  and  ten  years,  and  they  are 
chiefly  interested  in  'an  ample  net  income  return  on  the  equity  inv¬ 
estment,  tax  shelter,  and  some  degree  of  capital  gain  in  resale'.  For 
the  most  part  they  include  individuals  (especially  professional  people 
like  doctors  and  lawyers),  partnerships,  and  small  private  corporations 
The  types  of  property  that  appeal  to  this  class  of  investors  are  small 
office  buildings  with  short-term  leases,  small  and  middle-sized  apart¬ 
ment  buildings,  warehouses,  and  vacant  land  in  growing  areas,  often 

on  the  fringes  of  major  urban  centres. 

c)  Speculative  investors  are  chiefly  interested  in  the  re¬ 
sale  value  of  real  estate,  and  return  on  an  investment  in  the  form  of 
net  income  is  only  of  secondary  importance.  Speculators  operate  both 
alone  and  in  partnership.  'Pride  of  ownership  plays  little  part  in 
their  dealings  and  they  can  be  canny  operators  in  their  negotiations 
and  management  practices'.  Types  of  property  that  appeal  to  spec¬ 
ulative  investors  include  older  houses  in  the  'transitional  zones'  of 
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urban  centres,  and  older  commercial  properties  in  healthy  economic 
locations  where  there  are  strong  chances  of  resale  profit. 


Definition:  Income  Method 


The  income  method  may  be 
present  income  into  an  estimate  of 
is  concerned  with  the  present  worth 
It  is  applied  usually  to 
measuring  the  net  income  which  the 
during  its  remaining  useful  life, 
a  value  estimate  by  using  a  proper 
of  similar  properties  which  have  so 


defined  as  a  procedure  for  convertin 
market  value.  In  other  words  it 
of  future  benefits  of  the  property, 
income-producing  properties  by 
property  is  expected  to  produce 
This  net  income  is  capitalized  into 
rate  derived  from  a  market  analysis 
Id  in  the  recent  past. 


Six  Procedural  Steps 


To  arrive  at  this  estimate  of  value,  for  assessment  purposes 


the  six  basic  steps  include: 


Step  1)  Estimate  the  Total  Annual  Potential  Gross  Income  and  then 
deduct  the  loss  expected  from  likely  future  vacancies  and 
bad  debts.  This  will  give  the  Effective  Gross  Income.  (E.G.I 

Step  2)  Estimate  Total  Annual  Operating  Expenses  less  property  taxes 

Step  3)  Calculate  the  Net  Operating  Income, (both  land  and  building). 
This  is  done  by  deducting  total  annual  operating  expenses 
from  E.G.I. 


Step  4)  Select  an  appropriate  Capitalization  Rate  and  Tax  Rate. 

Step  5)  Select  an  appropriate  Method  of  Capitalization. 

Step  6)  Using  a  suitable  technique  convert  the  future  net  operating 
income  into  an  indication  of  the  capital  value  of  the 
property . 


Step  One 

Total  annual  potential  gross  income  may  be  defined  as  the 
total  possible  income  that  a  property  is  capable  of  producing  over  a 
certain  length  of  time,  (usually  a  single  year),  without  regard  to  any 
expenses  incurred  due  to  the  property's  operation  and  maintenance,  or 
monetary  losses  due  to  vacancies  and  uncollected  rents. 


Data  Collection 

By  a  physical  inspection  of  the  property,  all  pertinent 
features  related  to  the  property  must  be  noted.  Among  the  more 
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important  features  to  be  noted  are,  the  size,  type  and  quality, 
topography  and  general  neighbourhood  conditions  and  any  characteristics 
peculiar  to  the  property.  Furthermore,  through  surveys  and  consult¬ 
ations  with  investors  and  other  agencies  concerned  with  the  real  est¬ 
ate  markets,  current  economic  and  social  trends  that  may  bear  an 
influence  on  the  income  generated  by  the  property,  must  be  noted.  From 
this  initial  survey,  the  rate  of  return  expected  by  the  operator  of 
that  type  of  business  can  be  estimated.  Finally,  past  and  present 
rental  data  must  be  collected  both  for  the  subject  property  as  well 
as  for  comparable  properties.  The  owner's  operating  statements  could 
serve  as  a  good  guide  for  the  collection  of  such  data,  but  it  must  be 
emphasized  that  they  should  be  treated  as  no  more  than  a  guide. 

Once  this  has  been  completed,  a  detailed  analysis  of  such 
information  is  needed  to  determine  if  the  contractual  rents  reflect 
current  economic  rent,  for  that  type  of  accommodation.  It  must  be 
remembered  that  though  the  assessor  is  concerned  with  future  rent 
potential,  an  accurate  estimate  of  it  cannot  be  made  unless  a  careful 
analysis  of  current  as  well  as  past  rents  is  made.  Short-term  cont¬ 
ractual  rents  often  coincide  with  economic  rents  and  since  it  serves 
well  as  a  basis  for  estimating  gross  income,  it  is  considered  best 
not  to  make  any  adjustments  unless  factors  definitely  indicate  other¬ 
wise. 

It  is  often  a  practice  that  the  superintendent  and  janitor 
are  given  free  or  very  low  rental  accommodation.  In  estimating  the 
total  gross  income,  such  practices  have  to  be  set  aside,  and  the 
economic  rent  or  contractual  rent  (whichever  is  applicable),  should 
be  considered. 

For  owner-occupied  income  properties,  where  an  income  is 
not  easily  discernible,  the  assessor  may  have  to  impute  an  income 
to  the  property,  through  an  analysis  of  economic  rent  of  comparable 
properties . 
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Management 

Quality  of  management  is  another  factor  that  will  certainly 
reflect  in  the  rental  returns  of  an  income- producing  property.  Where 
quality  is  inferior,  gross  income  will  be  correspondingly  lower  than 
where  it  is  average  or  good.  Through  an  analysis  of  the  original 
survey  and  based  on  the  expected  rate  of  return  by  investors,  the 
assessor  is  in  a  position  to  decide  what  the  typical  management  for 
that  type  of  property  should  be.  He  then  compares  the  quality  of 
management  of  the  subject  property  to  the  typical  management  for 
typical  properties.  If,  for  example,  the  management  of  the  subject 
property  is  above  average,  its  rate  of  return  will  also  be  above  aver¬ 
age.  The  assessor  must  then  discount  the  gross  income  of  the  subject 
property  by  the  difference  between  the  actual  rate  of  return  for  that 
property  and  the  average  expected  rate  of  return  for  typical  properties, 
in  order  to  estimate  the  gross  income  if  management  were  in  fact,  aver¬ 
age.  The  resulting  figure  should  reflect  the  gross  income  from  the 
property  alone. 

Rental  Agreements 

Leases  have  to  be  closely  scrutinized  and  compared  with 
leases  of  other  similar  properties.  This  will  enable  the  assessor  to 
establish  a  typical  rental  lease  and  to  devise  a  method  of  adjusting 
those  rentals  which  deviate  from  the  typical  lease. 

A  study  of  the  terms  of  the  lease  will  disclose  the  tir a 
period  during  which  the  present  rent  has  been  received;  whether  the 
rents  include  services  like  hydro,  lighting  and  parking  facilities; 
and  the  areas  of  responsibility  of  the  landlord  and  the  tenants  with 
respect  to  the  maintenance  of  the  property.  Rents  based  on  leases 
that  provide  unusual  benefits  to  the  tenant,  will  have  to  be  raised, 
and  correspondingly  those  which  are  distinctly  beneficial  to  the  land¬ 
lord  will  need  to  be  lowered. 

Tenants  Ability  to  Pay  Rent 

The  element  of  risk  is  inherent  in  the  operation  of  any 
business  enterprise,  but  with  good,  highly  credited  tenants  better 
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quality  buildings  and  more  suitable  locations,  the  quality  of  rental 
income  increases  and  the  risk  element  decreases.  Though  none  of 
these  factors  are  to  be  accounted  for,  in  estimating  gross  income, 
the  nature  and  quality  of  income  do  play  a  part  when  estimating  the 
risk  element,  in  the  selection  of  the  capitalization  rate. 

Closely  related  to  the  quality  of  income  is  the  durability 
of  income  and  it  is  often  difficult  to  isolate  the  influences  of  the 
two  on  risk.  It  can  be  said  that  the  quality  of  income  depends  to  a 
large  extent  on  the  durability  of  income.  Long-term  rental  agree¬ 
ments  or  an  income  that  does  not  vary  with  the  tenant's  income  are 
indications  of  a  durable  income. 

Vacancies  and  Bad  Debts 

It  is  rare  that  an  income-producing  property  is  always 
fully  rented,  so  in  addition  to  gathering  data  on  actual  rents,  it 
is  important  to  collect  information  on  the  rate  or  number  of 
vacancies  and  collection  expenses  for  that  property.  As  a  rule,  this 
figure  is  calculated  by  dividing  the  estimated  loss  into  the  total 
annual  potential  gross  income.  This  amount  is  expressed  as  a  per¬ 
centage  of  the  total  annual  gross  income  that  the  property  is  capable 
of  producing,  which  is  set  at  100%. 

Through  an  examination  of  market  data,  for  comparable  income- 
producing  properties,  it  is  possible  to  arrive  at  a  typical  percentage 
of  vacancy  and  collection  losses  for  each  class  of  property. 

In  estimating  allowances  for  vacancies  and  bad  debts,  the 
following  factors  should  be  considered:  the  past  and  present  per¬ 
formance  of  the  property;  age  and  quality  of  the  structure  being 
assessed;  regional  economic  conditions;  vacancies  in  comparable 
buildings;  the  quality  of  tenants  in  the  subject  property;  the  nature 
of  the  leases  and  the  rents  they  produce;  and  character  of  management. 

The  vacancy  and  collection  loss  figure  arrived  at,  is  de¬ 
ducted  from  the  total  annual  gross  income  and  the  resulting  figure 
is  the  Effective  Gross  Income. 
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Step  Two 

To  arrive  at  the  net  operating  income,  only  those  operational 
expenses,  necessary  to  reasonably  maintain  the  continuing  gross  income 
flow,  on  an  annual  basis,  are  deducted  from  the  effective  gross  income. 
Two  agents  in  production,  labour  and  co-ordination,  play  a  major  role 
in  the  maintenance  of  such  a  flow,  and  they  include  such  expenses  as 
the  cost  of  maintaining  the  land,  improvements  and  equipment,  and  the 
costs  of  management,  services  and  labour. 

The  main  source  for  such  information,  is  the  owner's  operat¬ 
ing  financial  statements.  Other  sources  would  be  expense  reports  of 
comparable  properties  and  interviews  with  real  estate  investors.  As 
a  rule,  these  expenses  are  divided  into  three  categories: 

1)  Fixed  Charges. 

2)  Operation  Expenses,  and 

3)  Reserves  for  Maintenance  and  Equipment. 

Fixed  Charges :  as  the  name  suggests,  refer  to  those  items  that  vary 
little  over  any  given  calendar  year.  For  appraisal  valuations,  they 
include  real  property  taxes  and  insurance,  but  for  assessment  purposes 
property  tax  is  not  included,  since  the  very  aim  of  assessment  valua¬ 
tion  is  to  provide  a  basis  for  taxation.  Inclusion  of  the  property 
tax,  as  an  expense  item,  would  mean  presupposing  a  fact  the  assessor 
is  attempting  to  establish!  Nevertheless,  the  property  tax  is  allowed 
as  a  deduction  in  the  development  of  the  capitalization  rate. ^ 

Only  insurance  relating  to  the  building  must  be  considered 
as  an  insurance  expense.  Generally,  insurance  premiums  are  paid  bi¬ 
ennially  or  triennially.  Such  figures  would  have  to  be  prorated  to 
reflect  annual  insurance  costs.  Care  must  also  be  taken  to  see  that 
the  insurance  values  are  reasonable.  If  in  doubt,  the  assessor  should 
contact  the  insurance  agent. 


When  analysing  sales  on  income  properties,  the  appraisal  method 
must  be  followed,  since  realty  taxes,  in  the  real  estate  market  are 
considered  a  legitimate  expense  to  the  purchaser.  The  tax  rate  is 
now  being  used  to  develop  the  yield  rate  for  assessment  purposes. 
Refer  to  Property  Income  Questionnaire  in  Appendix. 
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Operation  Expenses :  include  charges  for  administration  and  management, 
utilities,  janitorial  services,  general  payroll,  supplies  and  minor 
repairs,  and  miscellaneous  expenses. 

Management  is  a  necessary  expense  item  and  even  if  the  pro¬ 
perty  is  managed  by  the  owner  himself,  who  considers  it  unnecessary 
to  account  for  the  cost,  it  must  be  deducted  as  a  charge  against  the 
gross  income.  Studies  have  shown  that  for  many  classes  of  properties 
in  Ontario,  management  fee  runs  usually  about  5%  of  effective  gross 
income . 

Utilities  include  electricity,  water,  heating  and  gas.  Costs 
of  such  items  could  be  registered  and  charged  against  one  common  meter, 
with  the  owner  paying  the  total  expense,  or  in  the  alternative,  each 
rental  unit  could  have  a  separate  meter,  with  the  tenant  paying  his 
own  expenses.  In  many  areas,  the  cost  of  operating  elevators,  light¬ 
ing  of  common  stairways,  halls  and  yards,  is  spread  equally  among  all 
tenants.  A  comparison  of  the  costs  of  the  more  recent  months  with 
those  of  the  earlier  months  and  even  with  previous  years,  should  be 
made,  as  there  is  every  possibility,  that  the  charges  for  that  given 
year,  may  not  necessarily  reflect  the  average  annual  cost. 

Depending  on  the  contractual  agreement,  janitorial  services 
could  be  paid  entirely  by  the  owner  and  charged  back  to  the  tenants 
or  paid  directly  by  the  tenants  themselves.  Cost  of  cleaning  common 
areas  including  the  parking  lot,  is  charged  back  to  the  tenants  in 
the  proportion  to  the  rental  space  they  occupy.  As  mentioned  earlier, 
if  the  caretaker  has  free  or  low-rent  accommodation  in  lieu  of  jan¬ 
itorial  services  performed,  such  factors  should  not  be  considered  and 
the  regular  costs  for  such  services  should  be  calculated  as  an  operat¬ 
ing  expense. 

General  payroll  includes  wages  and  salaries  of  superintendent 
and  janitor,  maintenance  men,  security  personnel,  gardeners  and  to 
any  other  to  whom  wages  were  paid,  for  the  upkeep  of  the  property. 
Included  under  this  heading,  are  the  owner's  cost  of  contributions  to 
C.P.P.,  Unemployment  Insurance,  and  any  other  insurance  plan. 

Depending  on  customary  procedures  for  that  local  area,  suppli 
and  minor  repairs  are  referred  to  under  the  same  heading  as 
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miscellaneous  or  as  a  separate  heading.  They  include  such  items  as 
paper  supplies,  toiletry,  light  bulbs  and  tubes,  cleaning  items  and 
other  sundry  purchases,  auditing  costs,  and  legal  fees,  minor  plumbing 
and  window  repairs  etc. 

It  must  be  noted  that  though  such  items  like  personal  income 
tax,  business  tax,  entertainment,  donations,  directors'  fees,  law  suits, 
property  depreciation,  and  principal  and  interest  payments  may  appear 
on  the  owner's  account  statement,  they  are  not  to  be  included  as  items 
of  expenditure. 

Reserves  for  Maintenance  and  Replacements:  are  those  annual  costs  which 
are  charged  for  the  replacement  of  components  of  the  property,  which 
have  a  shorter  economic  life  than  the  structure  itself.  Such  compon¬ 
ents  include  charges  for  interior  decoration  at  regular  intervals,  per¬ 
iodic  painting  and  other  maintenance  of  exterior  finish,  new  roofs  or 

eaves troughing ,  new  hot  water  tanks,  heating  units  and  other  related 
1 

expenses . 

The  cost  figures  that  appear  in  the  owners'  operating  state¬ 
ment  for  that  particular  year,  cannot  be  accepted,  since  for  any  given 
year,  the  cost  could  have  been  either  minimal  or  too  high.  The  assess¬ 
or's  job  therefore,  is  to  estimate  individual  costs  for  each  replace¬ 
ment  and  prorate  it  over  the  life  span  of  that  item.  For  example,  if 
a  roof  has  an  economic  useful  life  of,  say,  30  years,  and  the  cost  to 
replace  it  is  estimated  at  $6,000,  then  the  annual  charge  under  reserve 
for  replacement  would  be  $200. 

Below  is  a  sample  of  an  owner's  operating  expense  statement: 

Actual  Income  $18,400 

Expenses 


Uti li ties 

$1,200 

Supplies 

630 

Janitorial 

1,500 

Maintenance  and  Repairs 

750 

Replace  Carpet 

1 ,000 

Depreciation 

2 , 000 

Present  assessment  practices  call  for  gathering  rental  information 
on  an  annual  basis  on  Form  1.  Hence  such  reserves  are  not  included 
in  this  data. 


1 


-11- 


Real  Estate  Taxes  payment) 
Insurance  (3  year  premium) 
Mortgage  Interest 
Total  Expenses 
Net  Income  from  Operations 


1,070 

450 

3,000 


$11,600 
$  6,800 


After  analyzing  the  expense  items  carefully,  the  assessor 
reconstructs  the  statement  by  eliminating  some  items,  adding  others 
and  revising  several  others.  The  following  is  a  reconstructed  state¬ 
ment  : 


Potential  Gross  Income 
Vacancy  and  Bad  Debt  (5%) 

Effective  Gross  Income 
Operating  Expenses 

Utilities  $1,200 

Supplies  630 

Janitorial  1,500 

Maintenance  and  Repairs  750 

Management  500 

Fixed  Expense 

Insurance  (1/3  of  $450)  150 

Reserve  Expenses 

Carpet  (1/5  of  $1,000  - 

five  year  life)  200 

Mechanical  Equipment  - 
($10,000  cost  x  1/10 
or  ten  year  life)  1,000 

Total  Expenses 

Net  Operating  Income 


$20,000 

1,000 

$19,000 


$  5,930 
$13,070 


Step  Three 

The  third  step  is  to  arrive  at  the  net  operating  income. 
Once  the  total  annual  operating  expenses  have  been  calculated,  it  is 
then  deducted  from  the  effective  gross  income.  The  resulting  figure 
is  the  annual  net  operating  income  before  depreciation  and  property 
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tax  allowance.  It  is  this  amount,  that  the  assessor  will  use,  apply¬ 
ing  the  appropriate  capitalization  rate  to  arrive  at  an  estimate  of 
value . 

Step  Four 

Once  the  net  operating  income  has  been  calculated,  the  next 
step  concerns  the  development  of  a  capitalization  rate.  This  is  a 
critical  step,  although  it  is  widely  recognized  that  performing  it 
successfully  tends  to  require  more  a  'feel*  for  conditions  in  real 
estate  investment  markets  than  skill  in  the  use  of  mechanical  tech¬ 
niques  . 

A  capitalization  rate  then,  is  any  rate  used  to  convert  or 
’capitalize'  net  income  into  an  estimate  of  market  value.  This  rate 
is  the  sum  of  three  component  rates: 

1)  the  interest  or  yield  rate, 

2)  recapture  or  amortization  allowance,  and 

3)  the  property  tax  allowance. 

Interest  is  a  payment  for  capital  just  as  wages  is  a  payment  for  labour 
The  supply  of,  and  demand  for,  capital  is  the  result  of  government 
fiscal  regulation  and  economic  manipulations  in  the  open  market,  and 
these  forces  in  turn  strongly  influence  the  interest  rate.  The  tight 
competition  for  capital  among  the  many  kinds  of  investment  -  real 
estate,  stocks,  guaranteed  bonds,  mortgages,  consumer  loans,  etc., 
have  a  bearing  on  the  quantity  of  capital  available,  for  each  invest¬ 
ment  and  consequently  the  interest  rate  for  each  kind  of  investment. 

The  degree  of  risk  presented  by  different  types  of  invest¬ 
ments,  together  with  the  nature  of  management  required  to  handle  such 
investments  serve  to  adjust  the  interest  rates.  If,  for  example,  a 
no-risk  bond  could  yield  an  annual  interest  rate  of  7%,  it  is  doubtful 
then  that  a  real  estate  investor  would  be  inclined  to  invest  in  such 
property,  if  his  anticipated  rate  of  return  is  7%  or  less.  For  the 
risk  of  losing  part  or  all  of  his  investment,  and  the  cost  and  burdens 
of  maintaining  an  effective  management  to  handle  the  investment,  the 
real  estate  investor  will  certainly  expect  a  greater  rate  of  return. 
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In  other  words,  the  safer  the  investment,  the  lower  the  interest  rate 
will  be.  Canada  Savings  Bonds,  'backed  by  all  the  resources  of 
Canada',  are  considered  the  safest  form  of  investment;  hence  their 
low  rate  of  interest.  Similarly,  a  second  mortgage,  because  of  the 
greater  element  of  risk  attached  to  it,  yields  a  greater  interest 
than  a  first  mortgage. 

Other  factors  to  be  considered  in  calculating  the  interest 
rate  is  the  marketability  of  the  investment,  i.e.  the  speed  at  which 
the  investment  can  be  converted  to  cash,  and  as  mentioned  earlier,  the 
quality  and  durability  of  the  income. 

In  selecting  an  interest  rate,  the  assessor  has  three  method 
at  his  disposal.  If  all  three  methods  can  be  properly  utilized,  a 
reasonable  and  supportable  interest  rate  may  be  developed. 


collecting  recent  sales  of  properties 
comparable  to  the  property  being  valued,  and  calculating  what  are 
known  as  'price-earnings  ratios'.  These  ratios  are  expressed  in  the 
form : 

net  annual  operating  income  of  prope r ty ^ 
total  sale  price  of  property 

As  in  other  cases  where  market  data  is  involved,  the  sales  used  in  the 
process  must  be  accurately  verified.  Sales  verification  procedures 
have  been  dealt  with  in  Valuation  1,  Lesson  3,  pp.  3-10.  The  recently 
sold  properties  grouped  together,  should  be  as  similar  as  possible  to 
the  subject  property  in  respect  to  location,  building  size  and  land 
size.  Furthermore,  they  should  produce  generally  the  same  economic 
benefits;  their  net  operating  incomes  should  reflect  a  similarity  to 
the  property  being  assessed  from  the  standpoint  of  quality  and  dura¬ 
bility  of  income  and  the  element  of  risk. 

The  price-earnings  ratios  that  result  from  these  comparables 
are  in  effect  the  capitalization  rate  since,  the  allowance  for  buildin 
recapture  and  property  taxes  are  also  included.  Hence  to  arrive  at  a 
pure  interest  rate,  the  annual  amounts  for  the  other  two  components 


This  involves 


1 


This  formula  is  the  reciprocal  of  the  net  income  multiplier. 
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must  be  calculated  and  deducted  for  each  comparable  property.  The 
median  interest  rate  so  obtained,  is  taken  as  the  interest-  rate  for 
the  subject  property.  For  a  procedural  application  of  this  method 
you  are  referred  to  Appraisal  Notes  for  the  Assessor^at  pp .  66-67. 


Band  of  Investment  Method 

A  second  popular  technique  for  the  selection  of  interest 
rates  is  the  'band  of  investment  method'.  According  to  any  standard 
Canadian  appraisal  text,  this  method  'involves  the  synthesizing  of 
mortgage  and  equity  rates  that  are  produced,  or  are  expected  to  be 
produced  by  a  property  being  valued.  The  rate  to  be  applied  in  the 
capitalization  of  the  subject's  net  income  is  the  weighted  average  of 
mortgage  and  equity  rates'. 

To  illustrate,  suppose  that  we  collect  several  sales  of  pro¬ 
perties  comparable  to  the  one  being  valued.  After  analysis  the  typica 
pattern  of  financing  for  these  sales  is  shown  to  be: 

Cash  Down  Payment  $  20,000 

First  Mortgage  $  60,000 

Second  Mortgage  $  20,000 


Total  Price  $100,000 

In  like  fashion,  the  typical  rate  of  interest  associated  with  first 

mortgages  is  10*5%,  with  second  mortgages  15%,  and  typical  'equity 
2 

rates'  or  expected  returns  on  down  payments  are  13%.  The  appropriate 
interest  rate  for  the  property  being  valued  using  the  band  of  invest¬ 
ment  method  is : 


Cash  Down  Payment  =  20%  total  price  at  13%  =  2.6 
First  Mortgage  =  60%  total  price  at  10*5%  =  6.3 
Second  Mortgage  =  20%  total  price  at  15%  =  3.0 


Indicated  Interest  Rate  =  Total  of  Rates  =  11.9% 


Please  refer  to  chapters  14-17  of  Real  Estate  Appraising  in  Canada. 

Procedures  for  determining  an  equity  rate  suited  to  assessment 
valuations  are  outlined  in  Appendix  E  of  Appraisal  Notes  for  the 
Assessor . 
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As  in  the  comparison  method,  sales  used  in  the  band  of 
investment  method  must  be  verified.  Rates  of  interest  -for-first,  second 
or  other  mortgages  can  be  obtained  from  registry  documents  associated 
with  individual  sales. 


The  Summation  Method 

This  method  is  based  on  an  analysis  of  the  investment  market 
as  a  whole.  Unfortunately,  the  method  is  highly  theoretical  and  sub¬ 
jective  in  nature.  It  allows  the  assessor  to  apply  rates  to  different 
factors,  the  sum  of  which  provides  an  estimate  of  the  interest  rate 
for  real  property.  It  lacks  any  specific  method  in  its  application 
and  consequently  has  fallen  into  disuse  over  the  past  several  years. 
Nevertheless,  it  serves  as  a  good  basis  for  understanding  the  parts 
that  make  up  the  interest  rates. 

To  the  base  or  safe  rate,  are  added  the  rates  of  other 
factors  that  influence  the  investment  market.  The  interest  rate  of 
savings  bonds,  considered  to  be  the  most  stable  investment  is  taken  as 
the  base  rate.  To  this,  are  added  a  rate  to  reflect  the  burdens  of 
management;  the  additional  risk  attached  to  real  property  investments; 
and  the  non-liquidity  of  the  investment.  The  estimate  rates  applied 
to  these  other  factors  are  based  on  interviews  with  investors  and 
other  experts  in  the  investment  field. 

Thus  an  interest  rate  could  be  constructed  in  the  following 


manner : 


Basic  rate 

9.0 

Burden  of  management 

0.5 

Element  of  risk 

1 . 0 

Non- liquidity 

0.5 

11.0% 

Perpetuity  and  Non-perpetuity  Income 

At  this  point  it  would  be  appropriate  to  emphasize  a  fund¬ 
amental  distinction  concerning  the  difference  between  perpetuity  and 
non-perpetuity  income,  when  discussing  capitalization  rates. 
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Perpetuity  income  is  income  that  lasts  forever.  In  real 
property  valuation  it  is  commonly  assumed  that  income  -attributable  to 
bare  land  is  income  in  perpetuity,  since  land  is  a  non-wasting  asset. 
In  like  fashion  convention  holds  that  the  appropriate  rate  for  con¬ 
verting  net  income  from  bare  land  into  an  estimate  of  market  value  is 
the  going  interest  rate  on  money  invested  in  the  type  of  real  estate 
involved. 

Non-perpetuity  income  is  income  that  lasts  for  a  specified 
length  of  time.  In  real  property  valuation  income  attributable  to 
buildings  is  usually  treated  as  non-perpetuity  income,  since  buildings 
are  a  wasting  asset.  As  a  rule  net  income  attributable  to  buildings 
lasts  the  length  of  a  building's  remaining  useful  life  from  the  date 
of  valuation. 


Estimation  of  Amortization  Allowance 

As  mentioned  earlier,  an  investor  would  like,  not  only  a 
return  on  his  investment,  but  also  a  return  of  his  investment. 

Buildings  are  a  wasting  asset  so  some  allowance  must  be  made 
for  anticipated  future  depreciation  on  a  building  over  its  remaining 
useful  life.  Since  depreciation  is  not  treated  as  an  operating  expense, 
an  allowance  is  included  in  the  rate  used  for  converting  net  income 
from  buildings  into  an  estimate  of  market  value.  This  allowance  is 
usually  known  as  an  amortization  rate. 

Basic  to  the  application  of  the  amortization  rate,  is  the 
concept  of  the  remaining  economic  life  of  the  building.  The  assessor 
must  estimate  the  remaining  number  of  years  the  improvements  will  con¬ 
tinue  to  be  in  use  and  produce  for  the  owner  a  steady  flow  of  income. 

The  relationship  between  the  two  is  based  on  the  simple  assumption 
that  the  owner  intends  to  recapture  an  equal  amount  of  his  investment 
in  the  improvements  each  year.  Thus  assuming  the  present  value  of  the 
improvement  is  100%  and  its  economic  life  50  years,  the  amortization 
rate  =  x  100  =  2%. 


Calculating  Property  Tax  Allowance 

If  assessments  are  made  at  market  value,  then  the  rate  for 

^Refer  to  page  56  of  Appraisal  Notes  for  the  Assessor. 
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property  tax  allowance  would  equal  the  present  mill  rate,  expressed 

as  a  percentage.  For  example,  if  the  mill  rate  is  30  mills,  the  pro- 

30 

perty  tax  allowance  =  -j--g q q  x  100  =  3%.  However,  if  assessments  are 

only  a  percentage  of  market  value,  say  60%,  then  the  property  tax 

30 

allowance  will  be  x  60  =  1.8%. 

Step  Five 

The  fifth  step  involves  selecting  an  appropriate  method 
of  capitalization.  The  method  used  depends  on  the  type  of  property 
being  assessed,  the  quality,  nature  and  durability  of  the  net 
operating  income  to  be  received  and  the  anticipated  manner  of  re¬ 
capturing  the  capital  invested  in  the  wasting  asset,  namely,  the 
building.  The  three  methods  generally  considered  are: 

1)  Capitalization  of  Perpetuity  Income. 

2)  Straight  Line  Method. 

3)  Capitalization  of  Annuity  Incomes. 

1)  Capitalization  of  Perpetuity  Income.  As  indicated  earlier, 
income  attributable  to  bare  land  is  usually  regarded  as  income  in 
perpetuity.  Similarly,  convention  holds  that  the  appropriate  rate 
for  converting  perpetuity  income  into  an  estimate  of  market  value 
is  the  going  interest  rate  on  money  invested  in  the  type  of 
property  involved.  On  this  basis,  the  estimated  market  value  of 
an  income  in  perpetuity  is  annual  net  income  divided  by  the 

appropriate  cap  rate,  which  is  usually  selected  using  one  of  the 
techniques  discussed  in  Step  4,  together  with  reliable  knowledge 
of  local  investment  markets.  For  example,  if  annual  income 
attributable  to  a  given  parcel  of  land  is  $1400,  and  the  appropriate 
cap  rate,  (interest  rate  +  property  tax  allowance)  for  the  parcel 
is  shown  to  be  7%,  estimated  market  value  is  equal  to  — =  $20,000. 


2)  Straight  Line  Method,  All  methods  for  capitalizing  non¬ 


perpetuity  income  make  some  assumption  about  the  character  of 
annual  income  over  a  building's  useful  life.  The  assumption 
in  the  straight  line  method  is  that  annual  income  declines  by 
equal  amounts  each  year  from  the  time  of  valuation  until  the 
time  at  which  the  building  is  sold  for  scrap  value.  For  example 
imagine  that  net  income  for  a  building  with  a  remaining  useful 
life  of  30  years  is  $6000  at  the  time  of  valuation.  Our  assumption 
is  that  the  annual  income  declines  by  $200  each  year.  Therefore, 
the  year  after  valuation  annual  income  will  be  $6000  -  $200  =  $5800, 
and  annual  income  four  years  after  valuation  will  be  $6000  - 
(4  X  $200)  =  $5200.  The  rationale  behind  straight  line  capitaliza¬ 
tion  is  that  buildings  tend  to  produce  less  net  income  as  they  grow 
older . 

As  a  rule  mathematical  tables  are  not  used  in  the 
straight  line  method  of  capitalization,  since  the  computations 
involved  are  fairly  simple.  In  general  the  estimated  market 
value  of  income  attributable  to  a  building  or  property  under 

straight  line  capitalization  is  annual  net  income  divided  by 

the  sums  of  the  appropriate  interest,  amortization  and  property 

tax  rates.  For  example,  if  net  income  is  $6000  and  the  interest 
rate  is  7%,  the  amortization  rate  is  2%  and  the  property  tax 

rate  is  1%,  then  estimated  market  value  =  Q-y  + - oT  =  $60,000. 

(The  detailed  application  of  this  method  will  be  better  discussed 
in  Step  six,  after  an  appropriate  technique  has  been  selected). 

An  advantage  of  the  straight  line  method  of  capitalization 
is  its  relative  simplicity.  Some  appraisal  theorists  are  critical 
of  straight  line  capitalization,  however,  since  they  feel  that  the 
regularity  associated  with  its  assumptions  does  considerable  dis¬ 
service  to  the  irregularity  of  actual  real  estate  practice.  Without 
entering  into  the  details  of  this  criticism,  it  seems  fair  to 
suggest  that  straight  line  capitalization  is  not  appropriate  where 
the  assumption  is  made  that  income  declines  in  equal  annual  amounts 
when  in  fact  market  experience  indicates  a  trend  to  the  contrary. 
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It  is  also  worth  noting  that,  other  things  being  equal,  the 
straight  line  method  of  capitalization  tends  to  produce  a 
relatively  low  estimate  of  market  value/  relative  to  other  capital¬ 
ization  procedures. 

3)  Capitalization  of  Annuity  Incomes.  As  a  rule,  the  annuity 
method  of  captialization  assumes  that  net  annual  income  remains 
the  same  over  the  entire  period  of  a  building's  remaining  useful 
life  and  that  during  this  amortization  period,  the  interest 
payments  decrease  while  the  recapture  amounts  increase.  In  other 
words,  if  annual  net  income  for  a  property  with  a  remaining 
useful  life  of  30  years  is  $6000  on  the  date  of  valuation,  the 
annuity  method  assumes  that  the  annual  net  income  is  also  $6000 
in  the  last  year  of  the  building's  useful  life. 

Computations  for  the  annuity  method  of  capitalization 
are  usually  done  with  the  help  of  mathematical  tables.  This 
table  is  set  out  on  page  160,  of  Appraisal  Notes  for  the  Assessor, 
Table  18.  This  table  is  sometimes  known  as  an  'Inwood  Table' 
after  Albert  Inwood  who  first  developed  it  in  the  late  nineteenth 
century . 


For  illustration  purposes,  let  us  take  the  following 
example.  Suppose  the  net  income  for  a  building  with  a  remaining 
useful  life  of  50  years  is  $6000,  and  the  appropriate  capitalization 
rate  is  8%,  estimated  market  value  is  equal  to  $6000  x  12.23 
(see  the  twentieth  entry  down  in  the  third  column  across,  on  p.io2 
of  the  Appraisal  Notes)  =  $73,380. 

A  common  criticism  of  the  annuity  method  of  capitaliza¬ 
tion  is  that  it  is  highly  unrealistic  to  expect  equal  annual  net 
incomes  for  all  years  of  a  property's  remaining  useful  life,  since 
buildings  tend  to  produce  less  income  as  they  grow  older.  This 
criticism  can  be  allowed  for,  by  dividing  a  building's  remaining 
useful  life  into  several  periods,  and  estimating  separate  net 
annual  incomes  for  each  period.  In  the  illustration  of  a  building 
with  a  50  year  remaining  useful  life  outlined  above,  for  example, 
we  might  treat  net  annual  income  as: 

-  $6000 

-  $5000 

-  $3000 


First  20  Years 
Next  15  Years 
Next  10  Years 
Last  5  Years 


$1500 
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Step  Six 

The  sixth  major  step  in  the  income  method  involves 
selecting  a  suitable  capitalization  technique,  to  convert  the 
future  net  operating  income  into  an  estimate  of  the  capital  value 
of  the  property.  Three  techniques  are  commonly  used  in  current 
appraisal/assessment  practice: 

1)  Land  Residual  Technique, 

2)  Building  Residual  Technique,  and 

3)  Property  Residual  Technique. 

'Residual'  means  that  which  remains  after  a  part  is 
taken  away,  or  that  which  is  left.  The  land  residual  technique 
is  best  used  in  the  valuation  of  newly  improved  properties,  where 
accrued  depreciation  is  negligible.  The  building  residual 
technique  is  especially  suitable  for  valuing  an  older  or  middle- 
aged  structure,  and  where  the  value  of  the  land  and  rental  for 
the  property  can  be  determined  in  the  market.  The  property 
residual  technique  is  best  adapted  for  a  property  with  an  improve¬ 
ment  that  is  close  to  the  end  of  its  useful  life  and  where  it  is 
difficult  to  make  confident  estimates  of  value  of  either  building 
and/or  land. 

The  property  residual  technique  does  not  split  net 
annual  income  into  separate  amounts  attributable  to  land  and 
buildings.  The  land  residual  and  the  building  residual  techniques, 
however,  estimate  either  land  or  building  value  independently  of 
the  income  approach  as  a  basis  for  'splitting'  net  annual  income. 

In  determining  which  method  of  capitalization  to  use, 
under  any  one  of  the  three  residual  techniques,  the  assessor  fits 
the  capitalization  method  to  the  income  stream.  If  the  income 
stream  is  a  declining  one,  the  straight  line  method  should  be  used; 
if  the  income  stream  is  fixed,  then  the  assessor  should  use  the 
annuity  capitalization  method. 
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qa)  Land  Residual  Technique:  Straight  Line  Method.  The  land 
residual  technique  of  capitalization  splits  net  annual  income 
into  an  amount  attributable  to  buildings  and  an  amount  attri¬ 
butable  to  land.  The  first  major  step  in  applying  the  technique 
involves  estimating  RCNLD  of  the  improvement  on  the  property  to 
be  valued.  Once  this  has  been  done,  annual  income  attributable 
to  the  improvement  is  estimated  by  multiplying  RCNLD  times  the 

appropriate  capitalization  rate.  Let  us  take  an  example,  given 
the  following  facts:  The  property  a)  yields  a  net  annual  income 
of  $5000,  b)  has  a  remaining  economic  life  of  50  years,  c)  calls 
for  a  7%  rate  of  interest;  and  1%  property  tax  allowance, 
d)  has  a  current  land  value  of  $20,000  and  e)  has  a  building 
value  (RCNLD)  equal  to  $35,000. 

The  estimated  annual  income  attributable  to  the 
building  therefore,  is,  $35,000  x  (.07  +  .01  +  .02)  =  $3500. 

When  annual  income  attributable  to  the  building  has 
been  estimated,  annual  income  attributable  to  land  is  simply 
total  annual  income  for  land  and  buildings  together  minus  annual 
income  attributable  to  the  building.  Under  the  land  residual 
technique  the  market  value  of  the  land  is  then  estimated  using 
the  method  for  capitalizing  perpetuity  income  as  explained 
earlier.  On  this  basis  estimated  market  value  for  the  property 
as  a  whole  is  equal  to  the  estimated  market  value  for  the 
building  based  on  replacement  cost  new  less  depreciation,  plus 
the  estimated  market  value  of  the  land  as  derived  from  capitalizing 
the  income  in  perpetuity. 

An  outline  of  the  mathematical  steps  involved,  appears 

below : 


Net  annual  income  =  $  5000 

Interest  rate  =  7% 

Property  tax  allowance  =  1% 

Amortization  rate  =  1/50  x  100  =  2% 

RCNLD  for  building  =  $35,000 

Annual  income  attributable  to  building  =  $  3500 

=  $35,000  x  (.07  +  .01  +  .02) 

Income  attributable  to  land 
=  $5000  -  $3500 


$  1500 
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Estimated  land  value  in  perpetuity 

=  $1500/  (.07  +  .01)  =  $18,750 

Estimated  market  value  of  property 

=  RCNLD  +  estimated  land  value 

=  $35,000  +  $18,750  =  $53,750  Rounded  off  to  =  $53,800 

lb)  Land  Residual  Technique:  Annuity  Method.  As  indicated 
earlier,  the  annuity  method  presumes  that  the  annual  income  is 
constant  for  the  entire  remaining  economic  life  of  the  building 
and  that  with  the  passage  of  each  year,  the  interest  amounts 
decrease  and  the  recapture  payments  of  the  capital  investment 
increases . 

Given  the  same  factual  data  as  above,  the  following 
is  an  illustration  of  the  land  residual  technique  using  the 
annuity  method  of  capitalization. 

Annual  income  attributable  to  building 

using  (Inwood)  Table  18,  for  50  yrs.  at  8% 

Income  attributable  to  land 

=  $5000  -  $2860  =  $2140 

Estimated  land  value  in  perpetuity 

=  $2140/  (.07  +  .01)  =  $26750 

Estimated  market  value  of  property 

=  RCNLD  +  estimated  land  value 

=  $35,000  +  $26,750  =  $61,750  Rounded  off  to  =  $62000 

V7e  notice  that  the  value  of  $62000  derived  from  the 
annuity  method  is  considerably  higher  than  the  value  of  $53800 
arrived  at,  through  the  straight  line  method.  This  is  to  be 
expected  since  an  annuity  income  will  produce  more  dollars  over 
its  term,  than  will  an  income  stream  that  declines  with  the  passing 
of  time,  as  in  the  straight  line  method. 

2a)  Building  Residual  Technique:  Straight  Line  -Method.  In  the 
land  residual  technique,  we  deducted  the  income  attributable  to 
the  building  from  the  total  income,  to  arrive  at  the  income 
attributable  to  the  land.  This  was  then  capitalized  to  obtain  an 
estimate  of  the  land  value.  The  building  residual  technique  is 
the  reverse  of  this  technique,  in  that,  we  deduct  the  income 
attributable  to  the  land  which  is  a  known  quantity,  from  the 


35000 

12.23 


=  $2860 
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total  annual  income,  to  arrive  at  the  income  resulting  from  the 
building.  Likewise,  this  building  income  is  then  capitalized 
to  obtain  an  estimate  of  the  building  value,  which  when  added 
to  the  land  value,  will  give  us  an  indication  of  the  value  of  the 
entire  property. 

The  first  step  involves  estimating  the  current  market 
value  of  the  land  associated  with  the  property  to  be  valued, 
ordinarily  using  some  form  of  market  data  method.  Once  this 
has  been  done,  annual  income  attributable  to  the  land  is  estimated 
by  multiplying  current  land  value  times  the  appropriate  capitaliza¬ 

tion  rate  for  the  property  in  question.  For  example,  if  current 
land  value  is  $20000  and  the  appropriate  capitalization  rate  is  8%, 
estimated  annual  income  attributable  to  the  land  is  $20000  x  .08  = 
$1600. 

When  annual  income  attributable  to  the  land  has  been 
estimated,  annual  income  attributable  to  the  building  is  simply 
total  annual  income  for  land  and  buildings  together  less  annual 
income  attributable  to  the  land.  The  next  step  is  to  estimate  the 
building  value  using  the  straight  line  capitalization  method 
discussed  in  step  five.  On  this  basis  estimated  market  value  for 
the  property  as  a  whole  is  equal  to  the  current  value  of  the  land 
together  wTith  the  estimated  market  value  of  the  building  as 
derived  through  the  capitalization  of  the  building  income. 

Considering  the  same  given  facts  as  in  the  previous 
examples,  the  following  are  the  procedures  involved: 


Net  annual  income  =  $  5000 

Interest  rate  =  7% 

Property  tax  allowance  =  1% 

Amorti zat ion  rate  =  1/50  x  100  =  2% 

Land  value  =  $20,000 

Annual  income  attributable  to  land 

=  $20,000  x  (.07  +  .01)  =  $  1600 

Income  attributable  to  building 

=  $5000  -  $1600  =  $  3400 


Estimated  building  value 
=  $3400/  (.07  +  .01  +  .02) 


$34 ,000 
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Estimated  market  value  of  property 

=  Land  value  +  building  value 

=  $20000  +  $34000  -  $54,000 

2b)  Building  Residual  Technique:  Annuity  Method.  The  building 
residual  technique  using  the  annuity  method  of  capitalization  is 
identical  to  the  procedure  described  in  2a) ,  the  only  difference 
being  that  the  building  value  is  arrived  at,  with  the  help  of 
the  Inwood  Tables — (Table  18  Appraisal  Notes  for  the  Assessor) . 

Referring  to  the  same  data,  market  value  is  estimated 
accordingly : 

Annual  income  attributable  to  land 

=  $20000  x  (.07  +  .01)  =  $  1600 

Income  attributable  to  building 

=  $5000  -  $1600  =  $  3400 

Estimated  building  value 

=  $3400  x  12.23  (Table  18)  =  $41,582 

Estimated  market  value  of  property 

=  Building  value  +  current  land  value 

=  $41582  +  $20000  =  $61,582  Rounded  off  to  =  $61,600 

Notice,  here  as  well,  a  difference  in  the  estimates  of  value 
arrived  at. 

Property  Residual  Technique.  This  technique  is  the  most  realistic 
one,  since  it  views  the  property  in  its  entirety  and  recognizes 
the  fact  that  any  allocation  of  property  income  or  property  value 
between  building  and  land  is  artificial.  Also,  it  is  the  best 
technique  to  apply  when  neither  the  land  nor  the  building  value 
estimated,  can  be  confidently  relied  on.  The  property  residual 
technique  involves  two  basic  steps.  The  first  step  which  is 
applicable  to  both  the  straight  line  method  and  the  annuity  method 
of  capi tali zai ton ,  is  to  estimate  the  present  value  of  the  net 
operating  income  for  the  entire  property  (land  &  building).  The 
second  step  involves  the  estimation  of  the  present  value  of  the 
land  or  property  'reversion'  that  takes  place  at  the  end  of  the 
building's  useful  life.  The  reason  behind  finding  the  reversion¬ 
ary  value  is  based  on  the  premise  that  once  a  building's  useful 
life  and  the  income  associated  with  it  have  ended,  the  investor 
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still  'has'  the  value  in  the  land  on  which  the  building  was 
located. 

In  estimating  market  value  using  the  property  residual 
technique  it  is  conventional  to  assume  that  the  market  value  of 
land  at  the  end  of  a  building's  useful  life  is  the  same  as  the 

market  value  of  the  land  at  the  date  of  the  valuation.  The  present 
value  of  this  current  land  value  is  calculated,  using  a  mathematical 
table — the  present  worth  of  one  dollar--Table  17  of  Appraisal  Notes 
for  the  Assessor,  and  the  resulting  figure  is  treated  as  the  value 
of  the  land  or  property  'reversion'.  However,  the  above  assumption 
may  be  valid  only  if  the  remaining  useful  life  of  the  building  is 
relatively  short.  For  a  building  with  a  longer  remaining  life,  the 
value  of  the  property,  (land,  building,  or  land  and  building  )  may- 
have  increased.  Unfortunately,  since  this  increase  is  difficult 
to  estimate,  we  must  rely  on  the  conventional  assumption. 

Application  of  the  capitalization  methods  in  the  property 
residual  technique  can  be  best  described  through  the  help  of 
illustrations.  For  purposes  of  the  following  examples  the  same 
facts  apply,  as  in  the  previous  ones. 

3a)  Property  Residual  Technique:  Straight  Line  Method.  The 
property  residual  technique  using  the  straight  line  method  can  be 
applied  to  properties  having  a  declining  income  stream.  Once  the 
assessor  has  decided  to  utilize  this  method  the  following  steps 
are  to  be  completed  to  arrive  at  an  estimate  of  market  value. 


Net  annual  income  =  $  5000 

Interest  rate  =  7% 

Property  tax  allowance  =  1% 

Amortization  rate  =  1/50  x  100  =  2% 

Current  land  value  =  $20,000 

Present  value  of  property  income 

=  $5000/  (.07  +  .02  +  .01)  =  $50,000 


Present  value  of  property  reversion 

=  Current  land  value  of  $20000  due  in  50  years  at 
8% 

=  $20000  x  .0213  (Table  17,  Appraisal  Notes) 


$  426 
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Estimated  market  value  of  property 

=  $50,000  +  $426  =  $50,426  Rounded  off  to  -  =  $50,400 

3b)  Property  Residual  Technique;  Annuity  Method.  Under  this 
method  the  entire  net  income  attributable  to  the  property  is 
capitalized  by  the  appropriate  Inwood  factor  (Table  18) .  Using 
the  same  data  as  above  an  estimate  of  market  value  is  arrived 
at  as  follows: 

Present  value  of  property  income 

=  $5000  x  12.23  (Table  18,  Appraisal  Notes)  =  $61,150 

Present  value  of  property  reversion 

=  $20000  x  .0213  (Table  17,  Appraisal  Notes)  =  $  426 

Estimated  market  value  of  property 

=  $61150  +  $426  =  $61,576  Rounded  off  to  =  $61,600 

Strength  and  Weakness  of  the  Income  Method  of  Valuation 

As  the  name  suggests  this  method  is  most  obviously  used 

for  income-producing  properties.  It  is  strongly  relied  on  for  market 

value  indications  by  investors  of  real  property.  Thus  the  income 

method  reflects  the  typical  buyer's  reaction.  Rents  will  reflect 

the  amenities  and  any  form  of  depreciation.  Also  it  complements 

the  comparative  sales  method  to  value. 

It's  main  weakness  lies  in  the  difficulty  of  estimating 

gross  income.  A  slight  error  in  the  calculation  of  gross  income, 

magnifies  the  final  market  value  estimate.  Also  establishing 

capitalization  rates,  even  for  comparable  properties  can  be  quite 

a  problem.  Finally,  it  may  be  noted  that  this  method  is  restricted 

to  income -producing  properties. 

As  in  the  other  methods,  the  accuracy  of  the  income 

method  is  rendered  more  effective,  with  the  elements  of  similarity. 

The  requirements  for  similarity  include: 

Similar  types  of  property,  with  essentially  the  same  remaining 
economic  lines,  physical  condition,  and  ratios  of  site-to- 
improvements  as  proportions  of  total  property  value. 


1. 
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2.  Similar  income  streams  with  the  same  characteristics  of  risk, 
timing,  stability  and  income  projection  period. 

3.  Similar  terms  of  financing  and  terms  of  sale. 

4.  Similar  types  of  investors-purchasers  with  buying  motivations 
the  same  as  those  of  the  most  probable  type  of  purchaser- 
investor  likely  to  be  attracted  to  the  subject  property. 

5.  Similar  market  conditions  prevailing  at  the  time  of  sale. 
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GROSS  INCOME  MULTIPLIERS 

Use  and  Reliabi  lit^ 

The  most  widespread  use  of  the  income  method  in  real 
property  assessment  is  associated  with  the  development  of  gross 
income  multipliers,  as  an  aid  in  the  valuation  of  apartment  build¬ 
ings  and  related  types  of  property.  Gross  income  analysis  represents 
a  combination  of  market  and  income  methods  and  contains  elements 
associated  with  both  methods  of  valuation. 

The  gross  income  multiplier  assumes  that  for  certain  types 
of  property  there  is  a  regular  or  predictable  relation  between  effec¬ 
tive  gross  income  and  market  value  or  most  likely  sale  price.  Con¬ 
sequently,  the  typical  ratio  of  actual  sale  price  to  annual  gross 
income  (i.e.  G.I.M.)  for  recent  sales  of  a  given  type  of  property 
offers  guidance  in  estimating  the  market  value  of  similar  properties 
that  have  not  sold. 

Research  in  several  areas,  indicates  that  in  tests  against 
actual  market  data  gross  income  multipliers  tend  to  produce  reliable 
estimates  of  market  value  for  apartment  buildings  and  other  multi¬ 
family  dwellings  which  are  usually  leased  or  rented.  This  accuracy 
appears  to  be  associated  with  the  propensity  of  investors  in  these 
types  of  properties  to  use  gross  income  multipliers  as  a  guide  in 
determining  the  prices  at  which  they  are  willing  to  buy  or  sell. 

Sales  used  in  estimating  gross  income  multipliers  must  be 
verified  in  the  same  manner  as  outlined  on  pp .  3-9  of  Lesson  Three  - 

An  Introduction  to  the  Comparative  Sales  Method  to  Value.  Especially 
important  are  sale  prices  involving  unusual  financing.  Sales  of 
apartment  buildings,  as  a  rule  are  heavily  financed,  and  so  prices 
sometimes  vary  significantly  on  the  basis  of  financing  alone. 

A  special  problem  that  sometimes  arises  in  the  verification 
of  apartment  buildings  and  related  sales  concerns  the  tendency  of 
some  investors  to  purchase  property  for  personal  tax  advantage  rather 
than  as  a  source  of  income.  Sales  involving  this  type  of  motivation 
often  include  unusual  prices,  and  should  be  excluded  from  analysis 
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if  they  can  be  reliably  identified.  Generally  speaking,  different 
gross  income  multipliers  are  associated  with  different  types  of  pro¬ 
perty.  Hence,  to  produce  reliable  estimates  of  market  value,  one 
must  isolate  groups  of  roughly  comparable  properties,  based  on  use 
and  location ,  age  and  size  of  buildings. 

Once  the  selection  of  comparables  has  been  completed,  ratios 
of  actual  sale  price  to  annual  gross  income  are  calculated  for  diff¬ 
erent  groups  of  roughly  comparable  properties.  The  multiplier  is 
then  determined  by  selecting  the  median  ratio  of  gross  income  to  sale 
price.  Once  a  multiplier  has  been  calculated  for  each  property  class, 
it  can  be  applied  to  the  known  gross  incomes  of  all  properties  within 
that  respective  property  class  to  provide  an  estimate  of  market  value 
for  each  property.  Needless  to  say,  the  accuracy  of  gross  income 
multipliers  increases  as  the  number  of  sales  included  in  the  sample 
increases . 


Appendix 


The  following  terms  often  arise  in  dealing  with  the  income 
method  to  value.  Below  is  a  brief  definition  of  each  of  these 
terms : 

ANNUITY:  A  series  of  periodic  payments  made  at  equal  periods  of  time. 

ANNUITY  FACTOR:  A  factor  found  in  compound  interest  tables  showing 
the  present  worth  of  $1  per  annum. 

CAPITALIZATION :  The  process  of  converting  into  present  value  a  series 

of  anticipated  future  installments  of  income. 

CAPITALIZATION  RATE:  A  rate  at  which  income  is  processed  (capitalized) 
to  indicate  the  probable  capital  value. 

COMPOUND  INTEREST:  The  interest  that  accrues  when  that  of  each  year 
is  added  to  the  principal  of  a  loan  and  the  interest  for  each  following 
year  computed  on  the  whole,  as  a  new  principal. 

ECONOMIC  LIFE  (of  improvements):  The  estimated  period  over  which  it 
is  anticipated  that  improvements  to  a  property  may  profitably  be 
utilized. 

EFFECTIVE  GROSS  INCOME:  The  potential  gross  income  less  allowances 
for  vacancies  and  rent  losses. 

EQUITY :  The  interest  in  or  value  of  an  estate  remaining  to  the 

mortgagor  in  his  mortgaged  property  at  a  given  point  in  time. 

GROSS  INCOME:  The  income  accruing  from  the  management  of  a  property, 
usually  stated  on  an  annual  basis. 

GROSS  INCOME  MULTIPLIER:  The  factor  or  multiplier  by  which  the  potent- 
gross  income  is  multiplied  to  indicate  market  value. 

INWOOD  ANNUITY  TABLES:  Interest  tables  showing  the  present  worth  of 
one  dollar  per  annum  according  to  the  compound  interest  valuation 
premi se . 

INTEREST :  Rent  paid  for  borrowed  money. 

INTEREST  RATE:  The  net  rate  of  return  or  the  rate  required  to  attract 
capital  to  an  investment. 

MODERNIZATION :  Replacement  in  modern  style  of  outmoded  aspects  of  a 

structure  and/or  equipment. 

MONTHLY  MULTIPLIER:  Ratio  between  monthly  income  and  market  value  as 
between  comparable  properties. 

OPERATING  EXPENSES:  Generally  speaking,  all  expenses,  occuring  period¬ 
ically,  which  are  necessary  to  produce  net  income  before  depreciation. 

OVERALL  RATE:  A  capitalization  rate  used  in  the  processing  of  the 
income  to  the  property,  that  is,  one  rate  for  the  total  net  income  re¬ 
gardless  of  the  amount  attributable  to  any  fractional  part  of  the 
property . 
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REMAINING  USEFUL  (ECONOMIC)  LIFE:  The  period  of  time  (YEARS)  from 
the  date  of  appraisal  to  the  date  when  the  improvements  become 
valueless.  Difference  between  Effective  Age  and  Economic  Life. 

REHABILITATION :  Restoration  to  good  condition  without  changing  plan, 

form  or  style. 

REMODELLING ;  Is  changing  the  plan,  form  or  style  to  correct  functional 
or  economic  deficiencies. 

CONTRACT  RENT :  Rental  received  by  the  real  estate  owner  under  any 
lease  contract. 

ECONOMIC  OR  MARKET  RENT :  Is  the  typical  rental  that  real  estate  can 
command  in  the  open  market  at  any  given  time. 

RESERVES  FOR  REPLACEMENT :  A  reserve  set  up  to  cover  renewal  or/and 
replacements  of  fixed  assets. 

{RESIDUAL :  The  remainder. 

RESIDUAL  PROCESS:  A  term  applied  to  a  method  of  estimating  the  value 
of  the  land  or  the  building,  as  indicated  by  the  capitalization  of 
the  residual  net  income  attributable  to  it. 

LAND  RESIDUAL:  That  which  is  left,  from  net  income  available  to  land 
after  all  capital  requirements  of  the  building  have  been  met. 

BUILDING  RESIDUAL:  That  part  left  from  net  income  available  to  the 
building  after  all  capital  requirements  on  the  land  have  been  met. 

PROPERTY  RESIDUAL:  The  net  income  which  is  residue  or  left  to  the 
property  after  all  other  requirements  have  been  met. 

LEASE :  Written  document  by  which  the  possession  of  real  estate  is 

given  by  the  owner  to  another  person  for  a  specified  period  of  time 
and  for  the  rent  specified. 

LEASED  FEE:  A  property  held  in  fee  with  the  right  of  use  and  occup¬ 
ancy  conveyed  under  lease  to  others.  The  Lessor ' s _ Interest . 

LEASEHOLD  ESTATE:  The  market  value  of  the  property  less  the  value  of 
the  Lessor's  Interest.  The  present  worth  of  the  annual  advantage 
(if  any)  accruing  to  the  lessee  by  reason  of  the  contract  rent  being 
less  than  the  economic  rent.  The  Lessee's  Interest. 

SANDWICH  LEASE:  A  lease  in  which  the  "sandwich  party"  is  the  lessee 
of  one  party  and  the  lessor  to  another.  Usually  the  owner  of  the 
sandwich  lease  (the  Head  Lessee)  is  neither  the  fee  owner  nor  the 
user  of  the  property. 

TOP  LESSEE:  The  one  who  is  actually  using  the  property. 
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The  following  are  income  questionnaires  that  have 
been  designed  jointly  by  the  Task  Force  and  the  Standards  Branch 
of  the  Assessment  Division  of  the  Ministry  of  Revenue  and  is, 
at  present  time  being  used  to  gather  information  on  income- 
producing  properties,  throughout  the  province. 

The  training  for  direct  use  and  application  of  these 
income  forms,  is  being  conducted  by  the  Task  Force. 
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Ministry  ol 
Revenue 


Municipa. 

Assessment 

Division 


Ontario 


Property  Income  Questionnaire 

The  Assessment  Act 
Form  1 


INSTRUCTIONS 

A.  The  provisions  ot  the  Assessment  Act.  R.S.O.  1970. 
C.32  require  that  the  form  be  completed  and  returned 
within  ten  days  after  receipt  of  this  form.  The  form  must 
be  returned  to  the  Assessment  Commissioner  or  Asses¬ 
sor  at  the  address  shown. 


8  Please  return  with  this  completed  form,  a  SCHEDULE  OF  OCCUPANTS  as  of  the  date  of  this  form  is  received, 
snowing  the  foliowinq  information  name  of  tenant,  locations  of  tenant  within  the  building,  total  area  occupied  by 
tenant,  date  of  lease,  terms  of  lease  including  renewal  options,  rent,  including  parking,  all  additional  income  data 
relating  to  overages,  escalator  payments,  common  area  maintenance  charges  and  any  other  charges  recovered 
from  the  tenant,  location  and  area  of  vacant  units. 
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What  was  the  ACTUAL  GROSS  INCOME  received  from  the  property  during  the  year  ending  in 
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What  was  the  estimated  loss  in  income  due  to  VACANCY? 
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INSTRUCTIONS  SEE  OVER 

Ob  forrrn/i§fr9  pout  Str*  MUtsi  Obtwnu  hnn^mx  ASSESSOR _ DATE _ _  TIME 


Ministry  of  Asses'  t 

Revenue  Division 
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Rental  Data  to  be  Supplied  by  occupant  -  Form  2 


Ontario 


PROPERTY 
ADDRESS  . 


PROPERTY  ROLL  MO. 


11 
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Phone 
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OCCUPANT'S  NAME  ANO/OR  UNIT  DESIGNATION 


CODE 


J  L 


]  m 
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OFFICE  USE  ONLY 
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i 
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Figure  2B 


Ontario 


Ministry  of 

Assessment 

Multi -Residential  Rental 
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ROLL  NO  . 
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Ontario 


Ministry  of  Municipal 

Revenue  Assessment 

Division 


Hotel  /Motel  Information  Questionnaire 

The  Assessment  Act 
Form  2 


INSTRUCTIONS 

A.  The  provisions  of  the  Assessment  Act,  RjS.O.  1970,  C.32 
require  that  the  lorm  be  completed  and  returned  within 
ter  days  after  receipt  of  this  form  The  form  must  be 
returned  to  the  Assessment  Commissioner  or  Assessor  at 
the  address  shown  opposite 


B  Only  to  be  answered  if  portion  of  premises  occupied  by  business  tenant 

Please  return  with  this  completed  form,  a  SCHEDULE  OF  OCCUPANTS  as  of  the  date  of  this  torm  is  received,  showing  the  following 
information,  name  of  tenant,  locations  of  tenant  within  the  building,  total  area  occupied  by  tenant,  date  of  lease,  terms  o*  lease  in 
eluding  renewal  options,  rent,  including  parking,  all  additional  income  data  relating  to  overages,  escalator  payments,  common  area 
maintenance  charges  and  any  other  charges  recovered  from  the  tenant,  location  and  atea  of  vacant  units 

C  PARTICULARS  TO  BE  FURNISHED  BY  OWNER _ _ 

Nam#  of  O wvn«f  J  RoH  No  ] 

Mailing  Aad'—i  I  Property  Adtl'Mi 


Mailing  mtiarms 


T.I.d 


PART  1  DESCRIPTIVE  DATA  (please  check) 


T yoel  si  o' 

Liaunr  Lr^enceis'  Held 

Charges  Incl  Wot  Incl  tn  Room  Rates 

Recreational 
Facilities  j 
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AmtTRm  $ 

□  Sauna 
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□  Club 
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□  incl.  □  Not  Incl 

Amt  /Day  $ 

□  Shuffle  Bd 
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□  Cinemo 

1 

□  O’her  Speedy 

i 

- 1 

PART  2 

r~ 


ROOM  RATES  (present  Pack  rele*  only' 

| 

Pnom  Tvper  j  Nr  o*  each  | 


Single 
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i 


Double 
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For  F'sca'  'fear  Endrnq  19 
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of  Rooms  _ _ 
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Room  Rare  S  _ 

No  o* 

D  open 
Average 

Occup  %  -  - 

T ota  Ann  Gross 
Room  Sales  S  


PART  3  FOOD/BEVERAGE  SALES  For  F.^cal  Year  Ending  19 
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The  expenses  are  herein  luted  in  the  order  »e«  up  for  nandard  hotel  accounting  procedures,  commencing  with  Departmental  Expenses  These 
may  be  itemized  or  shown  as  a  total  for  each  department,  as  desired. 

Hotel/Motel  Form  Cont'd 

PART  4:  DEPARTMENTAL  EXPENSES  For  Fiscal  Year  Ending  19 _ 


Cost  of  Room  Sales 

Cost  of  Food  Sales 

Cost  of  Beverage  Sales 
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Amount  1  Item 
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Wages 

Wages 
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Cost  of  Food 
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Entertainment 
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| 

i 

i 

L 

| 

! 

i 

Cc'u  nn  Tota  S 

Column  Total  $ 

Column  Total  S 

!  Tola'  Departments.  E  x.iprses  S 


PART  5:  OPERATING  EXPENSES  For  F ,SCal  Year  End  nr  1? 


1  ’em 

Amount 

Item 

s 

,  .  1 
An-ioun* 

Aomimst.-ative 

_ 

Maintenance 

O'nrf  St?f' 

Decorating 

C ft:ce  S jpplies 

Supplies 

Advertising 

Property  and  Liability  insurance 

Haa' 

Lege  and  Ajd  »  Fees  j 

Light 

Air  Condi;. oninc  i  ; 

Water 

Elevators 
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Repairs 

Property  Taxes 
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- — -  - 
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I 

Column  Total  S 

Column  Total  $ 

Total  Operating  E  xpenses  $ 


Cate  Completed 


Signature 


Title  ,po*ition 
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Income  Method  as  Used  by  Assessors 

The  income  capitalization  method  of  valuation  as 
described  in  this  lesson  is  quite  detailed.  It  is  important 
for  assessors  to  understand  the  underlying  theory,  and  to  be 
aware  of  the  techniques  used  by  private  appraisers  for  court 
situations.  However,  in  assessment  practice  the  application 
of  the  income  capitalization  method  is  usually  confined  to  the 
property  residual  technique,  using  a  capitalization  rate  derived 
from  the  market. 

The  following  example  shows  the  way  the  income  capi¬ 
talization  method  would  be  used  by  assessors  in  the  field  when 
assessing  one  type  of  property.  It  is  a  simplified  example, 
since  far  more  comparables  and  data  would  be  employed. 
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The  property  to  be  assessed  is  a  small  3-storey  office 
building  with  a  rentable  floor  area  of  15,000  sq.  ft.  Analysis 
of  the  market  indicates  that  the  current  gross  market  rent  for 
this  type  of  property  is  $7.00  per  square  foot  per  year,  and  that 
an  allowance  of  5%  for  vacancies  and  collection  losses  is 
reasonable . 

Annual  potential  gross  incomer- 

15, 000  X  $7.00 
Less  5%  for  vacancies  etc. 

Effective  Gross  Income 
Less  expense  ratio  31% 

(see  below  for  calculation  of  ratio) 

Net  Operating  Income 


=  $105,000 
=  5,250 
=  99,750 
=  30,922 

=  $  68,828 


Capitalization  rate  from  market  =  10% 


Estimated  value  of  property 


( 


I 

R 


V  ) 


Net  Operating  Income 
Cap.  Rate 


68,828 
.  10 


Rounded 


$688,280 

$688,000 


Derivation  of  expense 

ratio 

and  capitalization  rate 

from  market. 

Comparables 

1 

2 

3 

4 

Sale  price 

680,500 

760,000 

808,000 

645,000 

EGI 

101,436 

111,731 

114,372 

93,145 

%  Expenses  (excluding 

taxes ) 

30.9 

33.0 

29.0 

31 . 1 

$  Expenses 

31 , 334 

36 ,871 

33,168 

28,968 

NOI  (EGI  -  Expenses) 

70,092 

74 , 860 

81 , 204 

64 ,177 

Capitalization  Rate 

10 . 3 

9 .85 

10.05 

9.95 

Median  expense  ratio  =  31% 

Median  cap.  rate  =  10%  (See  page  13  for 

method  of  calculation) 
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Expense  Ratios 


Expense  ratio 


operating  expenses 

income 


A  median  expense  ratio  is  derived  from  numerous 
comparable  properties,  not  just  those  which  have  sold  recently. 

The  ratio  can  be  calculated  on  either  the  basis  of  annual  potential 
gross  income  or  on  the  basis  of  effective  gross  income,  provided 
that  the  same  basis  is  used  throughout. 

In  the  above  example,  the  median  expense  ratios  indi¬ 
cated  by  the  comparables  is  31%,  and  this  is  the  figure  used  in 
assessing  the  subject  property. 
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